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funda.mental flaws as the AT&T suggestion. As with AT&T, the

KCl sugges tion simply doesn't address the"· source of any

potential double count. The double count does not arise

frail the discount of future inflation, but~ frail the

differential impact of SFAS 106 on the LECs relative to

others. and the extent to which the price cap index will

allow the LEC. to recover salle of thoae additionAl coats, as

the Jl&cro.conoJl!c effects of the introduction of SFAS 106

are reflected in the economy as a whole. As with the AT&T

solution, the KCl solution produces the same exogenous

adjWlt:aent, whether in reality th.r. b no double counting

(no non-LEe firm incurs SFAS 106 coats). or complete double

counting (all fi~, including LECs, experience identical

incr..... in cost. due to SFAS 106. and the GNP-PI fully

reflect. those increased costs). This is clearly an

illogical result.
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SECTION II

USPONSE TO omCIIONS REGAlDIIG ACItTAllIAL ABALYS.S

A. XtthodoloU

There were three obj ections raised with respect to the basic methodology employed

in the actuarial analysis undertaken by Godwi~.

ATiT.Coptention ­
(pp. 11 -12)

'uponlt -

• the study is flawed because the government sector is
not included. Although SFAS 106 does not affect the
accounting practic•• of th. gov.rnment, growth in retirellent
health care costs for the government sector of the economy
will affect the growth in GNP-PI because GNP-PI include.
govenaent SFAS 106-like OPE! expense... If OPD-related
expense. of the government were included in the analyses,
the GNP-PI would be higher, and this would have the effect
of reducing the aaount of the LEC' s SFAS 106 expense
potentially eligible for exogenous recovery.·

AT&T'. cont.ntion that the exclusion of the government

••ctor fro. the analy.is result. in an overstatement of the

aaount of the LEC.' SFAS 106 expense eligible for exogenous

treatment i. complet.ly invalid, because it is based on a

mis.tat...nt of fact. 'l'he stateaent that ·the GNP-PI

includes government SFAS I06-1ike OPES expense· is simply

la:mJ&. Government entities are not subject to SFAS 106, nor

are they r.quir.d by the Governaent Accounting Standards

Board (GASS) to account for retir•• aedieal b.nefits on

anything oth.r than a ·pay-as-you-go· basis. It IIlUSt b•

.-phaaized that the critical issue is ~ what effect will

the incr.... in the ·pay-as-you-go· costs of r.tiree aedical

plans hav. on GNP-PI. ('l'he GNP-PI will increase due to

incr..... in ·pay-..-you-go· co.ts, regardless of whether

SFAS 106 .v.r b.co... effectiv•. ) Rather, the critical

question is what effect will there be on GNP-PI, due to the

r.quir....nt that priyAte sector employers change the way in

which they account for retiree medical plans. As AT&T

-8-
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itself concedes, government sector employers are not

required to change their accounting for retiree medical

plans. and therefore the fact that many governmental

entities sponsor such plans is not relevant to the analysis.

As a result, the Godvins Report considered the government

sector (see page 21 of the study). and correctly excluded it

from the covered population for the calculation of the

increase in labor costs experienced by firms subject to SFAS

106.

-"nle usn study uses data from only one insurance company ,to
arrive at the cost of IIl8dical claias for the calculation of
the nationwide Benefit Level Indicator.-

The inferred intent of the Mel co_nt is to suggest that

Godvins used -data from only one insurance company- to come

up vith per capita claiJI costs, which vere then used to

derive aggregate SFAS 106 costs for the U.S. as a whole.

Ke! hu clearly fail.d to appreciate the validity of the

data, and the lUaited us. to which the insurance company

claiJu data vas put. In particular,

(1) The insuranc. cOllpany used is, by any measure, one of

the five largest Ufe and Health insurance carriers in

the Un!ted State..

(2) Th. data collected vas for ",Oil medical claims, not

-.ount. reillbursed by cOllpany plans.

(3) Th. data vas sufficiently extensive to ensure that no

statistical fluctuations (1.e., s.-pling errors) vould

..terially affect the results.

-9-
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(4) The daea was U3ed to form a frequency and amount

distribution, against which aCfUAl plan. provisions of

the LEe. and the cOllpanies in the Godwins database were

applied, to evaluate the relative benefit levels of the

TELCO plans compared to those provided by other

employers.

(5) Changes in the underlying distributions derived from

the insurance cOllpany data would n2.t. have had any

significant effect. on the ultimate result. This is

because the key reaulta of the Godwins study were

related to the~ of the GNP - BLI to TELCO- BU f and

IlQ.k to the absolute value of either.

-F1D&lly, the GoGv1na Report ignores t:he USU41 unceruJ.nt:y
eb.wt is u.ocuted vit'b survey results 1ZHJ4Sured by CAlculAted
stllZ1.tUrd error.. M we diacU8aed, Godvins utilized data
froa a survey of 830 ..-ployers who sponsor poat-retirement
plana UM1 170 -.ployera who do not. It is a well accepted
fact that dau frOll au.rveya are subject to uncertainty which
b u.u.ally ..uured by the standard error.· However, these
atandard errors are never t&kan into account in the
calculation of the Benefit lAvel Indicators (:BUs). Thus
the data ahOVD in the table on page 28 of the Godvins Report
..~a that the at.encYrd ct.viation is zero. This is
obviously incorrect. Furthermore, there is no inforDULtion
.. to the variADCe or the .t:&nNrd deviation of the sample
data ao that the ••naitivity of the results can be analy:ed.
CoIIb1ned Yith the fatal errora diacusaed above, this shows
a report which w.. deaigned to co.. to a particular
conclwaion favorable to the LEe's.-

'!'be • standard errora for the calculation of the average

Benef1t Level Incl1catora w.. not sbovn1 because in this

cue, the effect of the -standard error- was deemed to be

1 A4 Hoc 11:IHI 21 of tbe GcdwiDI Report. We..-me that they are referriDB to the table
sboMt 011 16 of tbe npart IiDce tbeIe is DO table AQC.' daIa appelIIm, OIl pqe 28 of the
GodwiaI Report.

-10-
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immacerial. The reason it is immaterial is that tile Godwins

datA is not a ·survey· in the tracUt:ional sense of the word

(i.e .. a saall sample from a large universe); rather, it 1s

a data base comprising companies that employ apprQximately

one-half of all employees who work for companies that

provide pgst-reciremenc medical benefits.

However, in the interest of completeness, we have included

in Appendix A the calculation of the variance and standard

deviation, which are inh.rent in the calculation Qf the

average BUs us.d in the Report. M can be seen fro. the

axhibib, the standard deviation for the average pr.-6S BU

is .015. whil. the stAndard deviation for the post-65 BU is

a mere .008. Had the average .BUs been Qne standard

deviation higher than the values actually used fQr~ the

pr.-65 and the post-65 BLI, the r.lative impact Qf SFAS 106

Qn GNP cOllPu.d to TELCO would have increased froa 28. 3' to

29.1'. Giv.n that the ••nsitivity analysis of the Qverall

result utilized a range for this value of 17.8' to 44.5'. it

i. quite clear that the effect of the ·standard error·

r.f.rred to by ETI i. t.aaterial.

-11-
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B. Actuarial MlU'RPtionl

There was one objection raised regarding the reasonableness of the assumptions

utilized in determining the ratio of GNP-BLI to TELCO-BLI.

Mel Copt,ntion ­
(Page 28)
FN 35

'"ponst -

·Within the usn study, in ita flawed attempt to est1Ju.t'
relative benefit ratio levels. the consultant utilizes
turnover rat.. t:h&t are zu.rkedly lover than the average
turnover rau. nus results in inflated est1Ju.tes of the
OPD li&hility. Like IIOSt of the asSUllptions used by usn.
the grounda for this are unsupported. usn reaarks that it
chos. this .st1Ju.te b.cause of the historical patterns of
longer s.rvic. life and higher average age for TELCO
.-ploy••s veraua other eJlPloye.s. Unfortunately. the study
does not indicate what tae fraJ18 was used for thb
cOllpuison. or whether the exp.rienc. of the lut few years,
with die large &IIO\mt of downsizing exhibited by the TELCO
firma. haa been included.-

There app.ar to be tvo cont.ntions ..de in KeI' s c~nt.

First. that the Godvins study did not use the ·average

turnover raU· for l'!lCO aDd s.cond, that ev.n if the

averag. rate. bu.d on -h1JItorical patterns of longer

s.rvic. life and higher averag. age- were used. such

turnover rates would .till be too low because of -the large

mount of downsizing exhibited by die TELCO firma.·

With reapect to the first cont.ntion. the turnover rates

us.d for TELCO (T-2) ... the average of the rates used by

the LECa in th.ir IIOSt recent actuarial .~ies (g.nerally

1990 or 1991). llith respect to the second contention.

downaizins through Early Ratlr...nt prograJU should not have

Am iJIIpact on assUlMd turnover rates b.cause such turnover

rat.s are only utilized for projecting future pre-retiremens:

withdrawals. 'n11s should b. obvious since an individual is

no lonser subj.ct to the turnov.r ras:es once that individual

becomes .ligible for res:ir...ns:.

Furth.r. KeI ..... to have ra1sinterpres:ed the statement made

-12-
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in the Godvins Report (page 48-FN 3) that,

"Supporting evidence for low incidence of turnover at

TELCO relative to national average can be seen by the

higher average age and put service of TELCO employees

relative to average age and service of national working

population. "

!'he point here b not t:bat there have been "historical

patterns of longer service life and higher average age for

TELCO employee.," but rather that the current age/service

characteristic. of TELCO (age - 41.6 / service - 16.6, as of

1/1/91) provide evidence of low turnover rates (Le. l2!:

turnoytr ratlS in the put produced the current deJIographic

makeup of the group). bcent dovnaizing could not have

contributed to producing the.e age/.ervice charactariatics

because recent staff reductioM -.ong the UC. were D2t

accOllpl1shed through layoff• .-ong the younger short- service

-.ployee. prior to 1991.

Yhile the above concept 1s ".11 known among professional

actuaries, we have perforMd .0IIe additional analysis and

provided a .are detailed explanation below, which should

II&ke our point SOIMvb&t clearer.

The average age and .ervice of an -.ploy.. group is not a

s1lllple fu:Dction of withdrawal rate., but higher withdrawal

will generally ~h down average•. 1

2 The fa::t rhIt dae awnae ... of. pnpnlltim wiD iDct if JIXlItaIity r-. are ndaced is obYioaa.
It cal abo be *'-a tbIIt a __ e&ct occ:an ill a ()(JiIapMY'. "papa''''''. AA ewpIuye:l poop
hal eUcI &om cIeMIa.~ _ fa °wia&, wIIida..C:Uue;pat &o....uty ill Ibe .....
populetioL Pqlu'..... powdl. Ibe pawdl of tbe film. _Ibe ec:anlllic qde all aft'ect tbe JIII'IDber
IDd awrqe...ofrepllC""", wbidll"'JP'e ...... CCAitlllpBl &0 binbI ill Ibe J'IDIlI:al population
SiDce tbe clladatirw for TELCO wen t..d ca VfIl7 ... EIdIplo,_ paapa. tbe variatioaI in
powth of fimw cazmat bide the effect of witbdmnla.

-13-
____________________ &odwt'ns _



Exhibit 24-f

Calculations were performed to test the hypothesis that the

aI, / T2
a choice of withdrawal tables was consistent with the

observed differentials between average age and average

service of IELCO compared to the nation as a whole. Yith

hire age and retirement age as parameters for calculating

the average age and average service of stationary

populations resulting froll T2 • I.. and Tlo based upon all

retire..nt. at a given retire..nt age and all hire. at a

given hire age, the table in Appendix B clearly indicates

difference. that are not only consistent with the results

shown in the Godwina Report, but in fact sugges t that the

difference. in turnover rates between TELCO and the rest of

the U. S . working population ...y be even greater than T- 2

versus T-6.

For e%aJlple. if one were to look at a company that hire. new

ellployee. at an average age of 27. that experience. turnoVer

rat•• equal to T·2, and retir...nta at age 62 (a situation

not unlike TELCO). one would find that after this c01lpany

Jl&t:ure. it can expect to have an ellployee population with an

average age of 41. 54, &Del an average put service of 14.54

year.. If, iMtead, t:urnover rates equal to T-6 were

applied, the average age and aervice of the populadon would

be 38.80 and 11.80, re.pectively. This theoretical

difference, between populatiotw subject to T-6 and T·2. is

actually le.. than the ob.erved difference. in age/service

characteristic. between TELCO and the non·TELCO fima (see

page 47 of the Godwina Report). Yhile TELCO and the rest of

the GNP have different retir...nt patterns, it can be seen

froa the table that differencea in average retirement ages

have only a II.1.nor ilIpact on the baaic result.

Finally, it should be noted that the sensitivity analysis

performed by Godvins i. .are than sufficient to allow for

any potential understateaent of TELCO's turnover rates. On

-14-
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pages 34 and 35 of the Godwins Report, it is shown that even

if the same turnover rates were used for both TELCO and the

rest of the working population, the relative impact of SFAS

106 on GNP, cOllpared to TELCO, would only increase from

28.3\ to 34.6\. As noted on page 40 of the Godwins Report,

overall results are shown using values for this relative

illpact. ranging fro. 17.8' to 44.5'.

-15-
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c. Accuracy and Reliability of Reluin

There were two objections raised with respect to the overall accuracy and

reliability of the Godwins findings that labor costs of non-LEe finas sponsoring

re tiree medical plans will increaae 3.19' u a result of SFAS 106.

AT&T Coptentigp ­
(pp. 9 - 10)

Response •

-The results of the Godwins Study depend on the calculation
that the adoption of SFAS 106 will increase labor costs by
3' for firu incurring OPD expenses. The 3' estiJlate is
derived using m.aaerous factors. each subject to error as
noted in Godwins' section on sensitivity of results (pp. 34­
43). The cUllUlative iJlpact of reasonable variations in each
factor renders the 3' estiJlate suspect.-

It is precisely the sensitivity analysis referred to by AT&T

that gives WI gr.at confidence in" the robustness of the

bot~om line r.sult. In the extremely unlikely event that

the actual increase in labor costs is as high as 5'

(.xtreaely unlikely, because such a result would require

that virtually All of the factors for which uncertainty

.xisesJ have been ••xi..lly understated)· then the total

.-cunt of unr.cov.r.d SFAS 106 costa is reduced by a IIl8re

12' (fro. 84.8' to 74.7' aa ahown on page 41 of the Godwins

study). 'l'bu. th.r. CGl b. little doubt as to the solidity

of the r.aults, and the Comaiaaion CGl be quite confident

that any tmC.ruinty in the baaic results of the actuarial

analysis will not have a significant effect on the final

result.

3 See JlP. 34-37 oldie GodwiIIa 1IDdy.

4 ID r.ct. pelt c.re .... tIta to be~ ill Ntimetine tboe r.ctors to eDIIIZ'B tbIt the iJIII*t
of SPAS 106 ~ GNP-PI ... if mydIiDe, CMlI'IItUeCl. See.. fw eumple, the followiDI in the
Gochriaa Report:

• Caknlatjm of ptcr:uadiDc MP.....t (pqe 19)

• Buic BU~ (pqe 34)
• Averqe retiremeat .. fw DCD-LECa (pap 35)
• DilcuaiOl1 of 1abor COIl peR:eII1IIe adjn&tmmt (pqeI ~37)

-16-
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"In no place within the study is there an attempt to verify
the costs of SFAS 106 to non-LEC firms."

-'!he 3.19' increase in labor costs to non-LEC firms
providing OPE! does not square with other estimates of the
SFAS 106 costs..... !his amount is only 40' of the
estimates by Yarshawsky (in Postretirement Health Benefit
Plans: Costs and Liabilities for Private Employers, No. 76
Finance and Economics Discussion series, Division of
Research and Statistics, Division of Konetary Affairs,
Federal Reserve Board, Yashington, D.C., June 1989).·

KCI's contention is a gross lIlisrepresentation of the facts.

It is true that in the referenced article Yarshawsky does

estimate that, based on 1988 data, the aggregate increase in

retiree medical expense due to the introduction of SFAS 106

would be much higher than the 3.19' estimated by Godwins.

However, despite the fact that Yarshawsky is a well trained

economist and clearly undertook his research in a

responsible JUmlIr, KCl hu utilized the results of that

research irresponsibly. Specifically, the following must be

not.d:

(1) Yarsbawsky hiJu.1f nov r.cognizes that his original

.st1Jllate wu unrealistically high, and he has

significantly reduced this estimate in his DOst recent

analysis.'

(2) Ev.n Yarmawsky'. revis.d estiJute is significantly

higher than other aggregate .stimates produced by the

GAO' and EBI.I' for the Salle t1Jae period. Despite this,

6 Gmenl ACXC"mtiDI Office, HIIIDIIl RaAuca DiviIioIl, -Employee Bcaefita: Compaicw' Retiree
Health T-iabiJitiel1.arJe, Mvace FUIldiq eo.tly: JUDD 1989, GAOIHRD-89-Sl.

7 Employee Bcaefit RBI: I reb. IDItiIUte, -u-.1Dd Treads in Retiree Health 1DmnIDce BalefitBw, Issae
Brief No. 84, November 1988.

-17 -
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MGI selected Yarshawslcy' s earlier estimate and chose to

ignore both ~arshawsky's revision an~ other lower

est1m&tes. These other estimates are quite consistent

with the Godwins est1m&te, and are fully encompassed by

the sensitivity analysis included in the Godwins

Report.

(3) Warshawsky's revised estiJlate is itself too high

because his assumptions regarding plan provisions,

actuarial "sUllptiol18, and deIIographics were wrong.

These erroneous ..sumptions are described in greater

detail below.

(4) Est1Jll&tes produced by ~arahawsky, as well as the GAO

and EU.I, are all based on 1988 plan provisions. The

GodwitUI estimate is lIOre accurate because it is baaed

on 1990 plan provisions, which are IIOre up-to-date.

Each of these points is discussed in greater detail belovo

(1) Warsbaltfslcy now recogn1ze. dulr h18 or!gJ,n,.l esrlmar. wu wrong.

In the material referred to by Kel, ~ar.h&vsky estiaated that aggregate

SFAS 106 costs in 1988 dollars would have been $67.9 billion, while ·pay­

as -you- go- costs were $14.5 billion. This net increase in costs of $53.4

billion translate. to approxiaately 6.82' of 1988 total ca.pensatiori' for

covered 8IIIployee., and directly corresponca to the Godwins estiDate of

3.19'.

8 1988 Total Coq-etim for U.S. womn WII $2921.3 biWaa. *"m in the November, 1991
Survey of ean-t B-i.,.,. Bued CIIl die GAO lIDdy, 26.8~ of aU WOIbn 8Ie covered by pLas
subject to SFAS 106 (leO pip 21 of die GodwiDa Report). 1"IMnfoIe, IICCOfdiDI to WarsbawIky,
additioaal SPAS 106 co.a 8Ie 53•• + (2921.3 X .268) - 6.82~ of c:nmpeasatim

-18-
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Warshawsky now realizes that his earlier estimate was based on an erroneous

deJaographic makeup of the total covered population (for example, the ratio
",

of active employees to retirees used was 3.8 to 1, which is far lower than

for the typical companT). In his recent book (The Uncertain Promise of

Retiree Health Benefits, the AEI Press 1992), liarshawslcy revises his

estimate of aggregate 1988 SFAS 106 accrued liability and expense downward

by 25' and "12', respectively. In this new study, the aggregate estimate of

SFAS 106 expeu.e beco... $58.9 billion, while ·pay-as-you-go· costs are

reduced to $11.3 billion. Thus the net increase due to SFAS 106 of $47.6

billion now translate. to an increase of 6. OS, of compensation. As shown

in itea (3) below, even this estiaate is unrealistically high, due to the

incorrect assumptions that Warshaw.ky relies on.

(2) Ws.rsluw.ky's revised estimate is significantly higher than other estimaces

of aggregate SPAS 106 costs.

Both the GAO and EBlU produced e.tiaate. of SFAS 106 liabilities, based on

1988 data, that can b. directly coapar.d to that produced by liar.hawsky.

liarehawsky'e revised e.timate of $332.1 billion is, in fact, 50' higher

than the GAO e.t1Ju.te of $221.0 billion, and 34' higher than EmU's

estiJlate of $247.0 billion. Indle neither the GAO nor URI explicitly

calculated the incre..e in aggr.gate annual exp.ns. as a result of SFAS

106, their liability e.t1Ju.tes translate to increases of 4.05'- and 4.S2tU

of compenaation, r.spectively. Both of these value. are w.ll within the

range of value. used in the s.nsitivity analysis performed by Godwins.

Page 41 of the Godwins Report illustrat.s results assuming the aggregate

iner.ase in co.u due to SFAS 106 range fro. 2' to 5' of total compensation

of covered 8IIploy.... Ev.n at the v.ry high value of 5' (high b.cause this

9 See pep '7 of the GodwiDa Report.

10 221 + 332.1 x 6.08~ - '.05

11 '1-'7 + 332.1 x 6.08~ - 4.52
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value, in addition to being materially higher than both the GAO and ERRl

estimates, would also require that virtually all the factors outlined on

pages 34-37 of the Godwins Report to have been maximally underestimated),

the percentage of TELCO's SFAS 106 costs that are not recovered, through

the GNP-PI increase and wage rate reduction, is only reduced from 84.8' to

74.7'.

(3) 'filU:shawsky I s revised e6Cilllace is coo high due Co incorrecC assumpC.f.ons.

In carefully reviewing the methodology ellployed by Varshawsky, it becomes

quite clear why he arrives at aggregate cost estimates that are so much

higher than the GAO and the EBIU estimates, as well as the Godwins

estimate. Siaply put, the aethodology ellployed by Varshawsky utilizes

assumptions regarding plan provisions, the deaographic profile of the

covered population, and actuarial ..sumptions to be used by companies to

calculate SFAS 106 expense, that are deJIonstrably wrong. Specifically, in

est1.Jaating the SFAS 106 accrued liability, Varsh&vsky:

Aa~s a -reasonably genaroWi health plan nth low deductibles and

co-paymenea- for All ca.panies (Pg. 92). A aultitude of survey. (see,

for example, Health Care for Retired Employee. by !.etty Malroy Stagg,

The Conference Board Research Bulletin No. 202, 1987) demonstrate that

this is d.-ply not the case. Many companies in fact provide quite a

bit less than -reasonably generous- benefits. 12 In fact, using data

not available to Varshawsky, the Godwins BLI methodology was developed

to specifically isolate the variation of - generosity- among companies'

retiree ..d1cal plaa..

12 See pile 1 ofdie a.fanace BoG'd report cited above sad pqea9-11 of die Haitt Mvi-tq 1990
Sgrm of RetiJM MecIicIl BepefitL
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Assumes lifetime coverage for both the retiree and his spouse, for ill
cc.panies. This is clearly unrealistic. and contradicted by the

Conference Board material referenced above. p

Aasumes all active .-ployees become eligible for full benefits at age

SS. This also is contradicted by the studies referred to above. w

Assumes mortality at 83 ~ rates while many companies continue to

asaume higher mortality rates.

Utilizes a It spread between the discount rate and medical trend rate

combined with a 4' per year aging factor.

Assumes a retirement age of 62.5, in contrast with the evidence of

average retirement ages between 63.5 and 64, as shown on page 3S of

the Godwins Report.

Strong evidence that llarsha1qky's actuarial uaullptions as to trend and

mortality result in unrealistically high SFAS 106 costs can be seen from

the fact that the LEe. used .uch loyer coat uaUllptions to calculate~

SFAS 106 costa. In fact. only 2 out of the 11 LECs on wbOll data was

collected used the 83 GAK table for their SFAS 106 calculations, and the

average spread between the discount rate and the ult1Jla.te trend rate for

the LEC.' SFAS 106 calculations is 2.57.. This is particularly co.-pelling,

given the fact that the respondents to the LECs' filings with the

Commission have indicated that they believe that the aasUllptions used by

the LECs overstate their SFAS 106 accruals.

13 See .... 7-8 oftbe Casfenace Bcwd report.

14 See pep 9 of abe Hewilt Awxi... Itady cited ill fOOCDOte 12 OIl abe preYiou pep.

15 The 1983 GAM mor1a1ity table ill abe IDDIt modem (IoMiIt delId1 sm.) cumady .-l for pemiOll
vahWiOlll ill abe Uaited Stabs. While it wu pubIiIMd by abe Society of~ ill October, 1983,
it Itill baa DOt beea~y Idopted by t.mOlled ICtUriea for tbeir pemioo. valuaticaa.
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In addition to the problems cited above, Yarshawsky also assumes that the

deaographic profile of the entire covered population isa "reasonably

mature and stable group· which is "typical of many large companies.· Yhile

Yarshawaky does not discloae the specific age and service characteristics

of this group, baaed on his statements we IllUSt assume that it is older and

has longer service than the average covered group. (Note that the GAO

survey" reports that a very significant number of retiree medical programs

are sponsored by companies with 1••• than 500 employees.) By utilizing a

demographic profile of such age/service characteristics, Yarshawsky is

undoubtedly over.tating aggregate costs still further.

All cbree escimaCes ~arsh&w.ky, GNJ and £BRI) are bued on out-ox-date

data.

After rejecting Yarshawsky'. estimate due to the serious probl... noted

above, there still rell&ins the question of why the GAO and EB1U estimates

are both slightly higher than the Godwins estillate of aggregate SFAS 106

coata. The s1Jlple explanation for this is that retiree ..dical plana have

changed substantially, between the t1Jle the data vas gathered for the three

est1Jl&tes noted above (1988), and the tu- perioc:l for which plan provision

data waa collected for the Goclvina study (1990). In fact, according to the

Hewitt Associate, 1990 Survey of Retiree Medical Benefits, 70' of all

surveyed companiea changed their retiree I18dical plana in 1988 or 1989.

Tbua, the Godwina eatimate IIlWIt be regarded &8 laOre accurate because it

uses more recent information.

16 o-v Ac:cc-,ot;oc~ Employ. Bme6ta, -&fa of CoaJpmMw' Retiree H.1dl Coverqe,­
GA~Mad! 1990.
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SECTION III

'gPOIS! '1'0 PmCIIOIS UGABJ)I19G KACJO!COl!OHIC ANALysIS

A. Jlethodo1ogy and Choic. of lod.l

Ker and AT&T raise three queationa about the choice of a II&croeconomic model and

its use in estilllating the impact of SFAS 106 on GNP-PI.

leI Cont'ntion ­
(Page 31)

Re,pons, -

lIeI Contep.tion ­
(Page 32)

-Such a IIOdel, in ita final fora, is nothing more than a
sOll8wbat advanced spreadsheet model. This cannot be
viewed as an objective forecasting tool, but rather asa
..ana to legit1aize overly simplistic calculations.-

By calling the Goclwina model a - somewhat advanced

spr.adsheet model-, Mel lIltana that the model is ua.d to

perfora -what if- exercises. But a -what if- exercise is

exactly what is required to study the impact on GNP-PI of

the introduction of SFAS 106. To calculate the

differ.ntial ilIpact of SFAS 106, we need to ask~

bappena to th. value of GRP-PI .u: SFAS 106 is introduced.­

Any eCODa!e JIOde1, even a large-scale c01llHrcial

econometric forecuting aod.el, would bave to be put through

a -what if- ex.rcbe to deteraine the impaet of SFAS 106.

Th. critici.. of the Godwins model for being used to

perfora -what if- exercise. is uuvarranted.

-USTA cont.nda that the IIOdel, while not being uaeful for
for.cuting aacroeconoa1.c activity, can somehow be used for
for.casting the diff.rences in masroeconoaic activity
depen41ng on a shift in an exogenoua variable (the
.u.tiplicative tera U8ed to adjU8t labor costs for the
SFAS -106 iJlpacts. )4l [footnote not repeated here1 This
dbtinction is artificial--if a JIOdel cannot be relied upon
to forecut the interactions within the economy, how can it
b, utiliz,d to predict the differences due to some
alteration to ODt value within the mode1?-
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To appreciate the distinction thatMCI asserts is

artificial, consider a simple example from outside the

rea1Jl of regulation or economc.. Suppose you are pl&ml1ng

to take a SOO-mile trip by car and you are concerned about

how long the drive will take. The length of time will

depend on the weather, road constructions along the way,

traffic, accidents along the way, whether your car has

..chanical trouble, and so on. Owing to the various

lmpredictable factors, any forecast of the duration of the

trip lI&y well be in error by an hour or lIore.

Nov suppose that in planning your trip you want to know how

IIUCh driving tiJle you can .ave by packing lunch to eat

wtlile driving. If lunch at a fut food restaurant takes

about half an hour, you estiJlate that packing lunch saves

about half an hour. Thh inforJled guess can be made

without having to (1) predict the overall duration of a

trip that includes stopping for lunch; and (2) predict the

overall duration of a trip that does not include stopping

for lunch. You can avoid all of the cOllplicating factors

1.avolved in trying to predict the overall duration of the

trip. The prediction of the effect on duration of stopping

for lunch may not be exactly right. (Indeed if you pack

lunch rather than atop for lunch, you will never know if

your prediction was right.) However, the forecast error of

the effect of stopping for lunch is likely to be much

auller than the forecut error for the overall duration of

the trip.

Thia example illustrates that when estiJllating the effect on

a variable caused by • particular event, it is not

necessary to forecast the actual value of that variable.

The Godwins model calculates the effect of SFAS 106 on

GNP-PI without having to forecast the actual level of

GNP-PI.
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AT&I Contention ­
(Page 10)

Response -

Exhibit 24-f

"Second, Godwins offers no methodology to test the validity
of the macroeconomic model's results ... If the model
parameters and equations do not adequately describe real
world cLau, then any predictions it gives are of little
value.·

These comments raise two separate questions: (1) do the

modal's parameters and equaeions adequaeely describe real

world data? and (2) how can one ee.e the validity of the

JaOdel's results aboue the ilIpact of the introduction of

SFAS 1061 In answer to the first question, the JlDdel' s key

parameters do de.cribe real world data. The inputs to the

.adal consist of 6 numerical paraaeters. Two parameters

saeuure the share of labor cost in total cost, and the

baseline value. of these paraaeters were chosen to II&tch

the actual .hare of labor co.e in toul co.e in the United

State.. One par&lleter measures the share of private sector

tlIIployaent cov.red by SFAS 106 benefits. and the value of

this parUlet.r waa cho••n to reflect the fact that of the

95.8 mllion private ••ctor tlIIployee., 30.7 mllion are

.ligible to have a portion of their Jl8dieal costs in

retireaent aet by their employer'S aedical plan, subject to

SFAS 106. A fourth paraaeter _uure. the percentage by

which SFAS 106 directly increase. the labor costs of

employer. that offer po.t-reC1reaent medical benefits. The

baa.1ina value for ebb par...ter was bued on the

extensive actuarial study in the Godwins Report. A fifth

par...ter is the wage elasticity of labor supply. and as

diacwa••d on page 30 of the Godwins Report, the value of

thi. elasticity was baa.d on a published s1.Dl&rY, by Mark

a. lCillingsvorth, of the extensive econoJl8tric literature

on the elasticity of labor supply. A sixth parameter, the

price .luticity of d'.8nd, was not based directly on a

specific see of data or a specific set of econometric

studies. However, ecouoJl8tric studies of dellADd for

various goods tend to find price elasticities on the order
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of one, or smaller. (For example, on page 16 of its report

submitted in opposition to the direct cases, ETI cites a

price elasticity of delland of 0.723 for interstate switched

access, in a study by J. Gatto et. a1. of AT&T.)

Exper1llentation with the model revealed that (1) the

results of the DIOdel are not very sensitive to the price

elasticity of demand; and (2) higher values of the price

elasticity of demand tend to increase the calculated iJIlpact

of SFAS 106 on GNP-PI. To guard against understating the

impact on GNP-PI of the introduction of SFAS 106, it was

decided to uae a value for this paraaeter that likely

overstates the true value, so a value of 1.5 was used in

the baseline case, as explained on page 29 of the Godwins

Report.

The second question, which concerns testing the model' 8

results about the impact of SFAS 106, is a conceptual

question that would confront .m JIOdel, not just the

Godvina model, used to esti1llate the i.JIpact of SFAS 106 on

GNP-PI. M AT&T paine. out on page 10, -there is no way to

independently verify by observation the true change in

GNP-PI due to SFAS 106 even after SFAS 106 goes into

effect. - This quoted sentence is correct, but notice that

this sentence is independent of the choice of a lIOdel. As

explained in the Hay, 1992 Godw1ns Response to Paragraph 16

of the FCC Order of Investigation and Suspension (p. 7), it

is impossible to directly observe the impact of SFAS 106 on

GI'P-PI, even after the fact, because we have no way to

directly observe what GNP-PI would have been in the absence

of SFAS 106. This probl_ is faced by predicted changes

based on econo_tric lIOdels as well as changes based on

quantitative classical general equilibriua aodels, such as

the one used in the Godwins Report.
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AT&T (p. 10) goes on to point out that 'standard economic

practice is to perform tests whenever a mode.! is based on

estiJl&tes to see how closely the model mirrors actual

data.' For example, large-scale comaercial econoaetric

forecuting models are designed to forecast the values of

various JUcroeconollic variables. Then the actual values of

these variable. are compared to the values forecasted by

the IIOClel, and the difference between the actual and

forecuted values is called the forecast error.

Statistical properties of forecut errors, such u the root

JIean square error or the mean absolute forecast error, are

then calculated. Although. this statistical analysis of

forecuts is coaaonly applied to large-scale econometric

IIOdela, one should not be II1s1ed into thinking that these

analyses can te.t the validity of a IIOdel's prediction

about a change in a II&Croeconoaic variable (such as

GNP-PI). when S01l8 upect of the IIOdel is changed (such as

the introduction of SFAS 106). Statistical properties of

forecut errors can be used to te.t the accuracy of

Conditional foree.uts17, but do not addre•• the question of

the IIOdel' • accuracy when predicting the effects of a

change in the IIOdel's inpue..

Ve are faced with a choice between a quantitative clu.ical

general equilibri\DI JIOdel of the sort used in the Godvins

Report and a large-scale c~rci&l econolletric forecasting

IIOdel. Neither type of IIOdel baa been tested for the

validity of the predicted ..croeconoaic effects resulting

froa the introduction of SFAS 106. Both types of 1I0dels

17 Calditioaal foree:atl 1110 .agmed fuIme va- of varioua iDputa to the model. aDd thus are
-caaditiaaal- 011 tt.e .-nned future val...

-27-

_________________-- &,odwt'ns



Exhibit 24-f

-fit- their key parameters to real world data:

quantitative classical general equilibri~ models base

their parameters on independent econo_tric studies and/or

calibration of certain paraaeters to make the values of

certain variables match actual data; econometric models

estimate the values of their parameters econometrically.

lJhich type of modal should we use? The" Godwins Report

lists five desirable criteria for a model to be used to

study the iDlpact of SFAS 106 on GNP-PI. The quantitative

cluaical general equilibrium JaOdel in the Godwina Report

satisfiea all five of thea. criteria, but as explained in

the May, 1992 Godwina a.-pons. to Paragraph 16 of the FCC

Order of Inveatigation and Suspension, large-scale

commercial econometric forecuting models fail to satisfy

at leaat two of theae criteria.
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B. Sensitivity

AT&T raised three questions about the sensitivity of the results.

AT&T Contention ­
(Page 10)

'esPODse -

-Third, the validity of the IUcroecon01lic IIOdel is further
called into question becauae of the great sensitivity it
exhibits to changes in assumptions. For example, altering
the baaeline uSUllption of labor elasticity froll zero to an
eluticity of 0.1 increue. the iJlpact on GNP-PI by lIore
than 400' (a 0.0642' iJlpact vs. the 0.012.4' base case
iJlpact. )-

In judging whether the difference between 0.0124' and

0.0642' is large, it is iJlportant to look at the Jl&gnitudes

involved. Both of the•• tlUIIbers are a tiny fraction of 1

percent. True. the larger of these two numbers is 5 times

as large as the saaller tlUIIIber, but both of theae tlUIIbers

are ••••ntially zero, and five times zero is still zero.

To.ee that there is no essential difference, suppose that

in the absence of SFAS 106, GNP-PI would have a value of

125.0. A 0.0124' increase would result in a GNP-PI of

125.0155, whereas a 0.0642' increase would result in a

GNP-PI of 125.0802. GNP-PI is only reported to one decimal

place, so the alleged -great sensitivity- aaounts to the

difference between 125.0 and 125.1 for GNP-PI. Rather than

looking un..table, the results appear rftMrkab1y robust to

thb change in paraaeter value ..

Instead of focusing on the sensitivity of the GNP-PI

effect, one II1gbt want to focua on the percentage of

additional SFAS 106 costs -to be ..t frail other sources­

reported in colwma headed (c) in the sensitivity analysis

OD page 41 of the Godvins Report. This mmber is the

-bottoa U.ne- number. M shown on page 41, in the baseline

e... , the portion of additional SFAS 106 costs to be lIet

froa other sources is 84.8'; increasing the labor supply
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elasticity to 0.1 reduces chis number to 84.1%. Again, the

results are remarkably robust.

>;: .. '. J

Am Contentiop. ­
(Page 11)

'''ponse -

"Moreover, Godwins' analysis looks at changes in parameter
values on a 'one at a time' basis (p. 38)."

Section IV of the Godwina leport is devoted entirely to

sensitivity analysis, and it presents two tables of results

(page 39 and page 41). The table on page 39 focuses only

on the sensitivity of GNP-PI to changes in parameter

values, and ex.pines these changes in parameter values one

at a time. However, the table on page 41, which su-.arize·s

the sensitivity analysis for the overall results, does ~

look at parameter changes one at a· tiae.

Why do.s the table on page 39 focus on changes in parameter

values one a t1Jle? It was recognized at the outset that

there are 648 possible combinationa of parameter values.·

R.ather than grincl through all of these collbinationa, it was

clecicled to first ex·pine the effects of change. in

par_ter values one at a time to learn which parameter.

have the largest iJIIpact on GNP-PI. AJj shown on page 39,

the direct impact on labor coats in sector 2 and che labor

supply elasticity are the two par_ters for which GNP-PI

exhibits the post sensitivity. Then, having learned that

GNP-PI exhibita the greatest sensitivity to these cwo

parameters, the sensitivity analysis for the overall

results on page 41 examines all combinations of these cwo

parmaeters.

18 Jw:Igdjn, die ...... vam., die GodwiM RIport aunined'
2 v.m. of die pIic::e eluDcity of....ttI:
3 v.m. of JUor are ill toCIl~ -=tor' 1;
3 vam. of JUor are ill toCIl~ -=tor 2;
3 val.. of fnIdiaa of labor employed in -=tor 2;
3 val.. of direct iJIII*t OIl labor COIla in -=tor 2;
4 val.. of labor supply ..lticity

1'hDs, there ue 2 x 3 x 3 x 3 x 3 x " - 648 combiDatioaa of pcameter values..
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It still does not seem to be worthwhile to grind through

all 648 combinations, but. in response to AT&T's COlllDlent,

additional sensitivity analysis was performed to explore

paramet.r values that lead to low value's of the percentage

of additional SFAS 106 costs to be met from other sources

(which is 84.8' in the baseline case). '!'he additional

sensitivity analysis was performed as follows: Four of the

paraJaeters were each set at the value that led to the

largest increase in GNP-PI when the paraaeters were varied

one at a time. (Price elasticity of demand - 3.0; share of

labor costs in total co.t, sector 1 - 0.78; share of labor

co.ta in total cost. sector 2 - 0.78; initial fraction of

labor 8IIployed in sector 2 - 0.4.) Yh.ile these four

parUl8ters were set at value. that .individually contributed

to the largest impact on GNP-PI, each of the four value. of

the labor supply elasticity was eXUlined in combination

with each of the three values of the direct impact on labor

co.ts in .ector 2. The re.ults of thi. adclitional

.ensitivity analysis are reported in Appendix C. Notice

that the lowe.t value obtained for the percentage of

additional SFAS 106 co.ts to be met from other source. is

60.lt. this mtIIber wu obtained by collbin1ng unlikely and

extreme value. of all 6 paraaeters. The chance that all 6

of the•• parameter. s1Jau1taneously take on such extreme

value. is ••••ntially negligibl.. llhereaa the finding in

the Gociw1na aeport that 84.8' of adclitional SFAS 106 costs

need to be He froll other sources should be regarded as a

cem.ervat1ve e.tiJlate, the 60.1' figure should be regarded

u aD unrealistically low underestimate of the aaount

requiring recovery froll other sources.

-Because the SFAS 106 accrual is inherently imprecise and
measurement of its impact on the economy is extremely
difficult to assess. it is not possible to predict the full
extent that SFAS 106 will affect prices in the economy
generally (as both Godwins and NERA attempt to do).*­
[footnote omitted]
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